
STOP 



Early Journal Content on JSTOR, Free to Anyone in the World 

This article is one of nearly 500,000 scholarly works digitized and made freely available to everyone in 
the world by JSTOR. 

Known as the Early Journal Content, this set of works include research articles, news, letters, and other 
writings published in more than 200 of the oldest leading academic journals. The works date from the 
mid-seventeenth to the early twentieth centuries. 

We encourage people to read and share the Early Journal Content openly and to tell others that this 
resource exists. People may post this content online or redistribute in any way for non-commercial 
purposes. 

Read more about Early Journal Content at http://about.jstor.org/participate-jstor/individuals/early- 
journal-content . 



JSTOR is a digital library of academic journals, books, and primary source objects. JSTOR helps people 
discover, use, and build upon a wide range of content through a powerful research and teaching 
platform, and preserves this content for future generations. JSTOR is part of ITHAKA, a not-for-profit 
organization that also includes Ithaka S+R and Portico. For more information about JSTOR, please 
contact support@jstor.org. 



Volume XXII~\ December, igoj [Number 4 

POLITICAL SCIENCE 
QUARTERLY 



RAILROAD VALUATION 

PERSISTENT agitation over railroad regulation despite the 
enactment of the elaborate Hepburn Act scarcely more 
than a year ago is disappointing to many people, who 
supposed that this question as a great public issue had been 
relegated to the background for a few years at least. Yet a 
little philosophic consideration will show that its persistence is 
a natural and logical consequence of economic conditions. So 
far as railroad properties are concerned, we have reached a 
turning-point in the unfolding of our national economic life. 
Viewed in a large way, it was inevitable that the issue should 
arise and that it should do so at about this time. The Hepburn 
Act of 1906 1 accomplished the first and politically more difficult 
half of the task. It reemphasized the principle, half forgotten 
since the days of Granger legislation a generation ago, that rail- 
ways are not private properties but are quasi-public corpora- 
tions and are directly subject to public control. But the Hep- 
burn Act laid down general principles only. It still remains 
necessary to work out the administrative details, and to extend 
the principle of regulation, hitherto confined in the main to 
matters of rates and charges, over into the domain of finance. 

The legislative program, so far as railway finance is con- 
cerned, which seems likely to engage the attention of Congress, 
is two-fold. Twin propositions are under discussion, inter- 
dependent and both quite different in nature from those of the 
Hepburn measure. The first of these has to do with the valu- 

1 Analyzed by F. H. Dixon in Ripley, Railway Problems, pp. 531-536. 
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ation of railroad property ; the second would provide for gov- 
ernmental supervision of railway stock and bond issues. The 
first, official valuation, is alone of significance in connection with 
rate-making, albeit even here in a secondary or subordinate 
capacity. It is at the same time an important adjunct to the 
reform contemplated in the second proposed measure. It 
stands thus rather as a means to two ends than as an end in 
itself. It is a matter of administrative detail, but is neverthe- 
less of primary importance as involving definite economic and 
political principles. 

The railroad rate for a specific service varies in practice be- 
tween a minimum, fixed by the actual cost of service to the 
carrier, and a maximum set by what that particular traffic will 
bear. The rate for hauling a ton of coal from New York to 
Boston can neither reasonably nor legally be less than it 
actually costs the railroad to perform the service. To charge 
less than this sum, so far as it can be determined, would amount 
to confiscation. On the other hand the upper limit of the 
freight rate is set by the competitive market conditions. Coal 
as a commodity would be otherwise transported, a substitute for 
it would be found, or the community would even forego part of its 
consumption, if the price were unduly enhanced. The result in 
any case would be a loss of business to the carrier. The self- 
interest of the railroad thus sets this upper limit to the rate. 
Between these two extremes, then, the actual rate will vary. 
Practically these limits are often undiscernible ; and theoretically 
in many cases they do not apply, as, for instance, for costly 
commodities in which any increase of the transportation 
charge would be so small as inappreciably to add to the con- 
sumer's price and thus in no wise to affect the demand. But 
even supposing cost of service and value of service to apply, how 
shall the reasonableness of any particular rate be determined? 
To permit a continuance of the rate at the maximum which the 
traffic will bear — a condition necessary perhaps in a new and 
sparsely populated country — is likely, with the steady growth 
of the volume of business, to yield larger and larger net re- 
turns. For usually an increasing volume of traffic can be 
hauled with more and more economy, at least to the capacity 
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of the then existing plant. What is to become of these increas- 
ing net earnings as the country becomes settled and the traffic 
grows? Are they to be made the basis of ever larger dividends 
to stockholders; or, what amounts to the same thing, are they 
to permit a fixed dividend on an ever increasing volume of 
stock and bond issues? Or is the increasing profitableness of 
the business, owing to its enlarged volume, to be made the basis 
of a closely corresponding reduction of freight and passenger 
rates? Either extreme would be not only unfair but also im- 
practicable. The first would unduly tax all shippers for the 
sole benefit of stockholders ; the second would so discourage 
capital, by withholding from it the prospect of a tempting re- 
turn, as to hamper the construction of new mileage and the 
proper improvement of the service. The true solution must 
recognize the rights of each. To provide a machinery adequate 
in all its details for attaining this result is the task contemplated 
in official valuation. 

I 
In order to appreciate the nature of the present proposition 
for legislation, one must clearly understand at the outset the 
difference between a commercial and a physical valuation of 
railroads. This is best shown by describing the processes 
adopted in each case. The commercial valuation is gotten by 
applying to the volume of securities outstanding the market 
value which they possess. The starting-point is the estimation 
set upon worth upon the exchanges. Every sort of considera- 
tion as to value enters into the calculation. Possibilities for the 
future, both of good and ill ; growth of the country ; restrictive 
legislation; potential competition, even of railways or water- 
ways not yet built; speculative manipulation and a host of 
other such intangible elements enter into the calculation. Un- 
fortunately it includes also the uncertain factors of varying 
investment demand, speculation, the state of the money market 
and the like, none of them affecting the individual properties 
but bearing upon general trade conditions. The mere rails, 
terminals and equipment may indeed under such circumstances 
form but a small part of the total commercial value. 
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Physical valuation, on the other hand, does not originate upon 
the exchanges and among traders. It is made by engineers 
and other experts in the field. It has been aptly termed a 
bric-a-brac valuation, as distinct from commercial estimates 
which deal with the property as an indivisible whole. Each 
separate physical form of property is assigned a value depend- 
ent upon its cost and the length of its life. A staff of experts 
views the real estate; checks up the construction engineers' 
plans and figures as to cuts and fills in terms of so much per 
cubic yard for grading ; swarms in inspection over the bridges, 
wharves and ferry boats ; rebuilds upon paper the stations and 
freight terminals; literally counts and measures the rails, ties 
and telegraph poles ; re-audits bills for purchase of locomotives 
and cars and interprets them in terms of present prices, length 
of life and depreciation ; in short makes an inventory or takes 
account of stock in precisely the same way and with the same 
attention to minute detail that a merchant or manufacturer 
annually devotes to his property. There is no concern for the 
future; potential earning power is not estimated; nor does 
chance in any form enter in. The physical valuation is de- 
tailed, aims at precision and is matter-of-fact to the last degree. 
An entirely distinct question as to the valuation of the franchise, 
over and above the physical plant, will be considered in due 
course. It raises an entirely different issue. 

Physical valuation of railroads by the government after the 
manner above described is no novel experiment in the United 
States, involving vast and unknown possibilities of evil, as some 
Wall Street pessimists would have us think. The demand for 
it is not a sudden and portentous symptom of an impending 
socialistic program. No less than three American common- 
wealths have achieved it without overturning the institution of 
private property; and in two of them, at least, are located 
some of the finest and most prosperous railroads in the United 
States. Texas was the pioneer in this field; and since 1893, 
according to the report of its railroad commission for 1906, 
it has succeeded in making an inventory of no less than 1 1 ,408 
miles out of a total of about 12,000 miles of railway within its 
borders. Thirty-nine per cent of its mileage was under re- 
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ceivership in 1893, when the law was passed. In 1902, only 
one insignificant road, seventy miles long, which had never 
recovered from the Galveston disaster, remained bankrupt. 
The mileage in operation has increased from nine thousand to 
over twelve thousand miles since the law was enacted. There 
is certainly nothing fearful in this record. The truly significant 
feature, however, is that during the period from 1894 to 1906 
the average outstanding stocks and bonds have been reduced 
from $40,800 to $31,530 per mile. In some details the com- 
mission appears to have pressed rather hard upon develop- 
mental or improvement work l ; but in the main its influence 
seems to have been salutary. 2 

These Texas railroad valuations have been made under a 
so-called Stock and Bond law, of which more anon, passed 
not primarily with a view to rate regulation but to prevent 
stock-watering. It is not perhaps without interest to note the 
contrast in method with the so-called Anti-Stock-Watering law 
of Massachusetts enacted in the following year. The aim was 
the same in both cases. Both forbade the issue of new securities 
without approval of the public authorities. But the laws in each 
case are indicative of differences in the local situations. Texas, 
a new and undeveloped country, was be-railroaded by com- 
panies, reflecting in the large volume of their securities all the 
iridescent dreams for the future of the most optimistic pioneers 
and promoters. In Massachusetts, on the other hand, the 
stock-watering operators were, so to speak, " accessories after 
the fact." The roads had originally been most conservatively 
built. Few if any bonds had been issued. Everything had 
been paid for in full by stockholders. The threat of an over- 
load of securities as compared with the growth of earnings ap- 
peared late in the life of the companies after their reputations 
had been established. There was no need of valuation, how- 
ever, in Massachusetts. In this densely populated territory the 

1 Compare the Houston and Texas Central case, wherein it appeared that no charge 
for betterment, such as replacement of wooden by steel bridges, to operating expenses 
was allowed. Interstate Commerce Commission Report, 1898, p. 55. 

2 Dr. Miller of the University of Texas describes the situation in the Quarterly 
yournal of Economics, November, 1907. 
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high land values for the rights of way, the costly terminals and 
improvements probably more than equaled the then issued 
volume of securities. The problem in Massachusetts was 
merely to prevent stock-watering in future. Texas was en- 
deavoring to atone for the past by restricting new issues until 
the roads should grow to fit the measure of their obligations. 
In other words, Massachusetts was applying a close-fitting 
straight jacket to full-grown corporations in order to prevent 
future violence; while Texas was withholding bumptious and 
youthful companies from making new engagements until they 
had reasonably filled out the garments already on their backs. 
It was in order, so to speak, to take their measure for properly- 
fitting financial clothes that physical valuation of their posses- 
sions was undertaken. Massachusetts, having no need for such 
procedure, was content to apply her Anti-Stock-Watering laws 
without resort to this financial expedient. 

Michigan was the second state which provided for a physical 
inventory of railroad property by law. This was done in 1900, 
covering some seven thousand miles of line. Wisconsin fol- 
lowed suit in 1903, with an inventory of all the physical prop- 
erty of 6279 miles of line. It should be noted, however, that in 
both these cases the state legislatures undertook the task neither 
with a view primarily to rate regulation nor the prevention of 
stock-watering, but in connection with the taxation of railroad 
corporations. The pressing demand for an equalization of tax 
burdens, as between the farmers with visible and tangible posses- 
sions alone and corporations with unknown and concealable 
assets and investments, lay at the root of the matter. It was 
only after the results were achieved and officially published 
that the people became aware how imperceptibly the real worth 
of the railroads had outgrown the amount of their tax contribu- 
tions to the state treasuries — a condition of affairs non-existent 
in the East, where railroads are more adequately assessed for 
taxes. The greatest credit is due to pioneers in this reform, 
like Professor Henry C. Adams of the University of Michigan, 
now statistician of the United States Interstate Commerce Com- 
mission ; and Governor, now Senator, La Follette of Wisconsin. 
As a result the public finances of the two great common- 
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wealths have been reformed and established upon a distinctly 
higher and more equitable plane. The present interest in the 
matter, in the larger federal field under the leadership of Pres- 
ident Roosevelt, and in some other states as well, as evinced 
for example by the recent eport of the Sundberg Com- 
mittee of the Minnesota Senate upon the subject, finds its sup- 
port, however, in the agitation for control both of rates and 
security issues. Railroad valuation as incidental to taxation, 
as a political issue, must necessarily be confined within state 
lines. As a federal question it can have to do with rate regu- 
lation and financial supervision only. 

Commercial valuations of railroads by governmental authority, 
as undertaken by the states, have been in the main based upon 
earning power or income. For in both Michigan and Wisconsin 
an additional value, over and above the physical worth of the 
plant, has been recognized by capitalizing the excess of earn- 
ings over those needed to pay a normal return on the value of 
the actual property. A concrete example may serve to make 
this clear. Let us suppose that a railroad possessing physical 
property worth $10,000,000 is earning at the rate of $1,200,- 
000 net a year. Five per cent on the $10,000,000 of actual 
property, or $500,000, therefore represents the interest return 
on capital. But there still remains $700,000 of the annual in- 
come to be distributed. This would pay seven per cent upon 
$10,000,000 more of capitalization — a rate of return none 
too high, perhaps, considering its contingent and fluctuating 
character. The surplus earning power over and above the 
normal return on the actual property, thus capitalized at $10,- 
000,000, is the value of the " non-physical " property, that which 
we may term franchise value. This franchise value in Michigan, 
it was estimated, amounted to not less than $36,000,000, or 19 
per cent of a total value, comprising both physical plant and 
franchises, of $203,000,000 for the railroad systems of the state. 
It thus appears that franchise values as such may constitute a 
fairly large proportion of the total worth of the properties in 
prosperous parts of the country. 

The foregoing computations are not commercial valuations in 
the full sense of the term. The federal government alone has 
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undertaken that task. 1 Both in 1900 and 1904, in response 
to the orders of Congress, the Interstate Commerce Commis- 
sion, and later that body in cooperation with the Federal 
Census, totalized the market values of every species of railroad 
stock or bond outstanding in the United States. The inherent 
defectiveness of such figures is revealed at once upon compar- 
ison of the results obtained in the two different years. Thus in 
June, 1900, the market value of all securities outstanding was 
$8,351,000,000, while the par value was $11,734,000,000. 
Exactly four years later, the market value had risen to $1 1 ,244,- 
000,000, while the par value stood at $13,213,000,000. No 
such change in intrinsic worth as this — an increase in market 
value amounting to more than one-third with an increase of 
one-eighth in par value — could have ensued within so brief a 
lapse of time. Nor was the relation between market value and 
par value in any wise consistent. For in 1900 the securities 
averaged about seventy cents on the dollar of par. In 1904 
this average in relation to par value had risen to eighty-five cents 
on the dollar. The fact was that a considerable expansion of net 
earnings had been made the basis of an exaggerated speculative 
inflation, which was immediately reflected in purely "fancy" 
quotations upon the exchanges. Moreover, in many instances, 
unduly inflated prices had been caused by competitive purchases 
of stocks by rival lines, for purposes of control rather than for 
investment. For many of these securities, even in normal 
times, any attempt to realize such prices would at once have 
caused a ruinous decline in quotations. The totals above named, 
therefore, must be regarded as in many respects fictitious and 
misleading. They are of interest, perhaps, as showing changes 
in market conditions from year to year, but not as possessing 
the static value which attaches to a physical inventory. No re- 
liance whatever can be placed upon them as a basis for regula- 
tion of rates, for issues of stocks or bonds or for taxation. 

Having seen how extensive the experiments in state valuation 
of railways have been, it is next in order to examine the results, 

1 In Massachusetts the state tax commissioner makes an inventory annually of the 
market value of all stocks, but not of bonds. The record is therefore incomplete. 
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reduced so far as may be to a basis of miles of roadway or line. 
The following table embodies these, figures denoting dollars : 





U.S. 
i goo 


U.S. 
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Mich. 
2900 

26,100 
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Physical valuation. 
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Commercial valuation . . 


43,200 
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52,600 



40,400" 
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Taking state by state, it appears that there is a wide margin 
between the present value, or even the cost of reproduction 
new, and the commercial valuation. In Michigan, for example, 
the present value per mile was $21,500; the cost to reproduce 
new was $26, 100 ; the present value of physical property plus the 
non-physical (franchise) elements was $25,800 — not very dif- 
ferent, it will be noted, from the cost of reproduction new — 
while the value set by traders on the exchanges in 1904 was 
$32,100. For Wisconsin the gradation is about the same, 
although all figures seem to be upon a higher plane. Perhaps 
this is because Michigan contains mainly intermediate roadway 
and line, while Wisconsin includes more valuable terminals. 
Texas, as might be expected, is represented by properties worth 
very much less per mile, while Minnesota, and especially Ohio, 
range much higher. But the important point is not the com- 
parison between states, but between the physical and commer- 
cial values for the same properties. So far as one may venture 
to generalize from the two states for which the data are exact, 

1 In part from U. S. Report on Commercial Valuation of Railway Property, 1904, 
p. 87. The Third Biennial Report of the Wisconsin Tax Commision, 1907, pp. 82 
and 269, is authoritative. For Ohio, compare with $71,000 computed by Bemis in 
1903 for Mayor Tom Johnson. For Minnesota, the Sundberg Senate Committee 
conclusions are given. For Texas, they are official, from the State Railroad Commis- 
sion. 

The U. S. results for 1900 are to be found in 57th Congress, Second Session, 
Senate Doc. no. 178. The U. S. results for 1904 are reprinted in the Nineteenth 
Annual Report of the Interstate Commerce Commission, 1905, p. 88. 

J U. S. Report, 1904, p. 78, by taking as divisor miles of main track plus branches. 



586 POLITICAL SCIENCE QUARTERLY [Vol. XXII 

Michigan and Wisconsin, the purely commercial valuation was 
about fifty per cent in excess of the worth of the physical plant. 
For Texas, assuming present value to stand in about the same 
relation to cost of reproduction as was precisely computed in the 
other states, and hence to be about $12,500 per mile, the fore- 
going conclusion would be confirmed ; for an addition of fifty 
per cent to such a value for the physical property would just 
about equal $20,000, representing the market value of securities 
as determined by the federal investigation of 1904. 

Various expert computations have been made as to the prob- 
able average cost of railway construction in the United States. 
There are probably few if any parts of the country where 
$10,000 per mile will even grade the roadway and lay one line 
of rails. Competent authority may be found for estimates ap- 
plicable to more general and varied conditions of $30,000 per 
mile of single track. 1 But such generalizations are of slight 
value when applied to particular cases, especially those involving 
expensive terminals, duplication of tracks and especially high 
costs of financing under unfavorable market conditions. The 
enormous expenditures per mile in order to secure entrance for 
the Wabash road into Pittsburg five years ago are a case in 
point. Reliable data in most cases are almost impossible to 
secure, and the book costs are of course worthless. A few 
stock dividends like that of the Louisville and Nashville road in 
1880, by which the " cost of road " was arbitrarily increased by 
twenty million dollars by a stroke of the pen, easily upset all 
calculations based upon such figures. The fact is that few if 
any railroad companies actually know what their properties cost, 
quite aside from the uncertainties incident to large additions 
and improvements charged to operation and paid out of current 
income. Nevertheless, such data as are obtainable, taken in 
connection with the figures above cited for physical valuations, 
seem to warrant the generalization that, for the United States as 
a whole, $30,000 per mile of single track fairly represents the 

1 Various engineers' conclusions are cited in Journal of Accountancy, March , 1 906, 
p. 379. Newcomb, in Gunton's Magazine, 1900, p 500, gives $25,000 as sufficient. 
Vide also Yale Review, 1902, p. 172. Poor, twenty years ago, set it at $40,000. 
Cullom Committee, I, p. 675. 
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reproduction cost of the properties. This would certainly fall 
as low as $20,000 in the open prairie country, and might rise 
to three times that figure or even more in rugged areas or in 
densely populated states. For exceptional cases like the ap- 
proaches to New York or Pittsburg all calculations fail." 

A comparison of the foregoing figures for physical valuation 
and cost with those of present capitalization per mile requires 
important qualifications at the outset. In the first place the 
units of comparison must be definite. To compare cost per 
mile of single track with capitalization per " mile of line " or of 
" main line " may be entirely misleading. The Pennsylvania 
company recently reported 4877 miles of extra and siding 
track in addition to its 3679 miles of first track. Here is a 
possible error in comparisons of over 100 per cent, unless the 
additional cost of such trackage be added to that of " roadway" 
or of " main line." Then the cost of equipment, often as high 
as $10,000 or $12,000 per mile, must be added to the cost of 
roadway. Expenses of financing, such as the necessary sale of 
bonds below par, commissions to bankers and the like, must 
always be reckoned in. The Western Pacific, for example, will 
doubtless not receive over $40,000,000 in cash from the sale of 
$50,000,000 of four-percent bonds. Here is an expense of 
$10,000,000 when the bonds fall due. The two or three years 
of costly construction of the new Pacific extension of the St. 
Paul road will bring no proportionate return until the line is all 
in operation ; yet interest charges continue night and day 
throughout the entire time. All these considerations are im- 
portant and may often warrant a capitalization of $40,000 or 
more per mile of line merely on the basis of legitimate cost. 

There still remains to be made, however, the most important 
correction of all. Net capitalization, after deduction of the 
value of investments, or property owned outside of its railroad 
equipment, must always be obtained. The earliest and long 
the most conspicuous example of investment of this sort was 
the Philadelphia and Reading Railroad, with its extensive re- 
serves of coal lands purchased by the sale of bonds, capitalized 

1 The Journal of Accountancy, V, 1906, pp. 379-386, is suggestive on this. 
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in 1906 at over $300,000 per mile of line. Part of the enor- 
mous burden of capitalization of the Erie ($175,000 per mile) 
and of other anthracite coal roads is due to the same cause. 
More recently, since 1897, an ^ in large measure as a result of 
consolidation by purchase of stocks in other companies through 
issue of collateral trust bonds, the deductions from gross capi- 
talization for " securities owned " in order to obtain net capital- 
ization have attained large proportions. The total volume of 
stocks and debt of all railroads in the United States outstand- 
ing June 30, 1905, was $13,805,000,000, or $65,926 per mile 
of line. But of these securities no less than $2,638,000,000 
represented stocks and bonds of railroads not in the hands of 
the public but owned by other railroads. This figure, amount- 
ing to not less than $12,100 per mile of line, reduces the net 
capitalization to less than $54,000 per mile, a much more mod- 
est figure. A few specific instances will serve to illustrate our 
point. 1 The gross capitalization of the Pennsylvania Railroad in 
1906 was about $110,000 per mile, but of this sum about 
$60,000 stood for security holdings, leaving a net capitalization 
of only about $50,000 for a system of largely two and often 
four tracks. In a similar way the apparently heavy capitaliza- 
tion of $95,000 per mile of the New York Central shrinks to 
less than $60,000 when allowance is made for investments equal 
to nearly $40,000 per mile. The most conspicuous example of 
this kind is of course the Union Pacific company. Practically 
one-quarter of its net income in 1906 was derived from invest- 
ments, enough in fact to permit payment of its fixed charges 
and the customary four-percent dividend on the preferred 
stock without moving a ton of freight or carrying a passenger. 2 
Without approving in the least of the dangerous financing by 
which this result was obtained, one must nevertheless concede 
that its gross capitalization of $133,000 per mile of line in 1905 
needs substantial correction before comparisons may be made 
with other roads not engaged in a general banking and broker- 
age business. Similarly a comparison is worthless between two 

x Journal of Accountancy , March, 1906, p. 381. 

! Quarterly Journal of Economics, XXI, 1907, p. 612. 
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such roads as the Boston and Maine and the New Haven sys- 
tem. Entirely aside from the facts that the former is mainly 
single-track while the latter has much four-trackage ; that the 
one has always avoided grade-crossing abolition and similar 
public-spirited improvements while the other has expended 
millions of dollars for such unproductive purposes ; and that the 
Maine system is a loose combination of leased lines while the 
New Haven has bought up and consolidated itself by purchase 
of subsidiary companies, the investments in other properties of 
the consolidated road form a large proportion of its outstand- 
ing securities. In four years prior to 1907, according to the 
testimony of President Mellen before a Massachusetts legislative 
committee, 1 not less than $157,000,000 in capital had been 
raised by sale of securities, of which $103,000,000 had been 
expended for investments in other companies and $10,000,000 
for real estate for terminal purposes. Distribute this sum over 
the line mileage of the company, and a deduction of a large 
amount from its gross capitalization would be the result. 
Similarly in every case it is imperative in any close analysis to 
deal with the net capitalization and to place no reliance what- 
ever upon gross figures. 

Eliminating the anthracite coal roads and the banking or 
investment railroads, it does not appear that capitalization of 
most American companies is excessive at the present time as 
compared either with their cost or their value. Especially is this 
true of conservative companies like the Chicago and North- 
western and the St. Paul systems. The former, in 1905, had out- 
standing only about $31,500 of stocks and bonds, the latter, 
$33,200 per mile of line; while the Great Northern's capitali- 
zation then stood at $40,600 for the same unit. All of these 
companies have more recently, however, considerably expanded 
their issues by sales of shares to stockholders at par; but evi- 
dence is lacking to prove that the sums thus raised have not 
been properly reinvested in improvements, such as the new 
Chicago terminals of the Northwestern or the Pacific coast ex- 
tension of the St. Paul. There still remains, of course, a fair 

'June 1, 1907. 
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number of companies like the Southern Railway with over 
$70,000 of securities outstanding per mile of line in 1905 ; the 
Wabash with $98,108, and the Baltimore and Ohio with $108,- 
000. Even making all due allowances in these cases and for 
some transcontinental lines like the Union and Southern Pacific, 
the conclusion that their capitalization is excessive cannot be 
avoided. But for the country at large the general conclusion 
seems well founded, that most of the companies have within 
the last decade grown in value to fill out the measure of their 
capital issues. Directly remedial measures seem hardly neces- 
sary under such circumstances, although precautionary ones as 
a safeguard for the future may not be out of place. 

As concerns the relation between present values and original 
cost, a tendency is apparent among state commissions to refer 
to the original cost, rather than to present worth, as a basis for 
computations, and to disregard franchise (or non-physical) 
values entirely. Massachusetts, as we have seen, allows no 
recognition of franchise values at all. 1 Texas makes no allow- 
ance for depreciation but bases conclusions entirely upon first 
cost. 2 The present intelligent Wisconsin railroad commission 
in its far-reaching two-cent-fare decision, 3 accepted full cost of 
reproduction, making no allowance for depreciation, in lieu of 
recognizing any franchise value ; in this respect being apparently 
supported by the results of the Michigan commission, which 
show that the present value of physical property plus the non- 
physical (franchise) values just about equals the cost of repro- 
duction new. 4 In other words, the allowance for depreciation 
was practically an equivalent for the computed value of the 
franchise. 

The fact of an apparent difference of approximately fifty per 
cent between the commercial and physical valuations of railways 

1 For fuller treatment, vide Ripley, Trusts, Pools and Corporations, pp. 121-148. 

2 Railroad Commission Report, 1906, p. 23; R. A. Thompson, Texas Academy of 
Sciences, Oct. 24, 1902, pp. 331 and 351. 

3 Page 164 of separate reprint. But compare 3rd Biennial Report Wisconsin Tax 
Commission, 1907, p. 92. 

4 U. S. Report on Valuation, p. 78. Cf. also, Eaton, Railway Operations, p. 296, 
for a defence of original cost as a basis of calculations. 
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has been already noted." This represents the estimated worth 
of what we have termed franchise value. Should this be capi- 
talized, that is to say, made the basis for issue of securities? 
As a matter of past history the answer is of course affirmative. 
Capitalization of our railroads in the main not only fully equals 
the commercial valuation but, as we have seen, often greatly ex- 
ceeds it. A nice question, pressing for solution in many states, 
arises at this point. If this surplus representing franchise val- 
uation is real enough to be capitalized, ought it not in all fair- 
ness to be subject to taxation? Massachusetts avoids this issue 
entirely by its salutary Anti-Stock-Watering laws, which aim to 
hold the capitalization down to the measure of actual investment 
in property. Franchise values as such are not permitted to 
emerge. New York, since the law taxing franchises of public- 
service corporations was passed under the leadership of then 
Governor Roosevelt, has endeavored to tax franchises ; but the 
new Public Utilities law of 1907 expressly adopts the Massa- 
chusetts principle and for the future forbids the capitalization 
of franchises at all. 2 It avers that franchise values may be ex- 
pressed in the form of increased earnings but not in augmented 
capitalization. The task of its newly-created administrative 
commissions henceforth will be like that of the Texas railroad 
commission ; namely, to restrict further issues of stocks and 
bonds until the companies have grown to fill out the measure 
of their security issues. And in this connection it may be added 
that Texas has accomplished very definite results in this way. 
Whereas the average capitalization of its roads per mile in 1894 
was $40,802, this has actually decreased, despite the growth of 
its systems, to $31,530 per mile in 1906. 3 Such a positive de- 
cline of about twenty per cent in its average capitalization per 

1 Page 586 supra. 

'Vide, A r a/ion, March 23, 1907, for the master's decision in the Eighty-cent Gas 
case. The Metropolitan Interborough consolidation was effected under the general 
business law, to avoid the necessity of making a fair valuation as called for by even 
the old railroad law of New York state. 

'State Railroad Commission Report, 1906, p. 26. Compare however the Texas 
Railroad Commission Cases of 1897, discussed in Interstate Commerce Commission 
Report, 1898, pp. S3 et sea. 
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mile, it is safe to say, cannot be duplicated in any other state in 
the Union. May the great state of New York, under the be- 
neficent action of its new regulative law, succeed in like measure 
in squeezing out some of the water from its capitalizations. 

Wisconsin under the La Follette regime has aimed to make 
the rules for capitalization and taxation work both ways. Any 
possession, physical or intangible, which may be made the basis 
of security issues, is held to be taxable. Many other American 
commonwealths have shown tendencies in the same direction.' 
In Georgia, for example, a franchise tax has been regularly 
levied since 1903 in addition to that on the physical property. 
The franchise of the Southern Railway was in that year assessed 
at $6,588,000, as against $10,388,00 levied on tangible posses- 
sions. The Kentucky state board of valuation and assess- 
ments deducts the value of the property (how estimated?) from 
the total capitalization, leaving a sum which it assesses as fran- 
chise. On the Louisville and Nashville this franchise tax 
once amounted to $9,511,000, while the real property was 
assessed at $23,059,000. There can be no doubt that, except 
in some of the Eastern states, railroad properties have largely 
evaded their just proportion of taxes. And it is to be hoped 
that this agitation over valuation, if it have no further result, 
will serve to stiffen up the assessments to their fair proportions 
to the rates on other forms of property. In Texas, for example, 
where, as we have seen, the actual inventory of railroad property 
has been most conscientiously made, as late as 1902 it appeared 
that, while the capitalization per mile was $34,170 and the 
valuation by inventory was $15,975, the assessment for taxes 
was only $8742 per mile. 2 In Ohio, one authority states that 
taxes on railroads amount to only about one-fifth of the com- 
mercial value of their outstanding securities. 3 The Federal 
Census in 1904 adds to its commercial valuation of railroads an 
interesting table of comparisons with values for purposes of 

1 The Railway Age, August 28, 1903, contains a good summary of these laws. 
2 Texas Academy of Sciences, Annual Address by the President, Oct. 24, 1902, 

P- »3- 

3 Report on the True Value of Ohio Railroads for the Purpose of Taxation, by Ed- 
ward W. Bemis and Carl H. Nau, Qeveland, 1903, p. 2. 
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taxation in the different states. 1 In only one of them, Con- 
necticut, is the commercial valuation less than that for taxation, 
Is this perhaps a partial explanation for the zeal of the New 
York, New Haven and Hartford Railroad in making an inven- 
tory of its property? Outside of New England, the only states 
with a proportion of taxable assessment to commercial valua- 
tion as high as 60 to 70 per cent are Illinois, Michigan, Wis- 
consin and New Jersey. A few others — Georgia, Indiana, 
Kentucky and Texas — assess their railroads at from forty to fifty 
per cent of their commercial value ; while most of the remainder 
range from seven per cent, as in Wyoming, to 38 per cent 
in Virginia. In New York the assessment in 1904 was only 25 
per cent of the market valuation. 

Some railroad men insist that inventories made for the two 
distinct purposes of taxation and commercial valuation need not 
agree in fact. An interesting illustration is afforded by the case 
of the Louisville and Nashville Railroad in Florida. It appears 
that in 1902 a return of value for purposes of taxation was 
made to the state comptroller, which was only one-half the 
amount returned under oath shortly afterwards to the United 
States district court in an application for an injunction against 
the enforcement of a statute reducing railway rates. The rail- 
road attorneys claimed that the two bases were entirely different, 
owing to the fact that much of the property was unremunerative. 
The company, it was alleged, was entitled in matters of rate 
regulation to insist upon a reasonable return on the cost of re- 
production of its property at least — a basis which might be 
highly excessive as a basis for assessment of taxes if the road 
were being operated at a loss. 

There can be little doubt that much of the opposition of the 
railroads to any project for federal valuation is due, not so much 
to apprehension as to its effects upon rates, as to the fear that 
it may lead to enhanced taxation. And certainly the exper- 
ience of Michigan, Wisconsin and Texas tends to confirm that 
view. To the impartial student, however, impressed as he must 
be both by the wholesale evasion of proper taxes by railroad 

1 U. S. Report on Valuation, p. 14. 
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corporations in many states and by the radical inequalities in 
assessment incident thereto, this phase of the matter commends 
the project more strongly. Taxes need not be ruinously high, 
if all parties subject pay their just proportion. Any federal 
action which shall contribute to equality of assessment as be- 
tween the different states cannot fail to be wholesome in its 
effects. 

II 

That some valuation of the property or investment of rail- 
roads is not only theoretically but also practically a pre- 
requisite to the determination of reasonableness of rates is de- 
monstrated by three facts. In the first place, such valuation is 
commonly introduced by the railroad attorneys themselves as a 
main line of defense against proposed reductions. The direct 
issue of valuation has thus time after time been forced upon the 
public at the initiative of the carriers. Secondly, as thus pre- 
sented, it has frequently been adopted by administrative com- 
missions as a basis for the determination of rate controversies. 
And, finally, with the supersession of administrative by judicial 
settlement, the courts also have been forced to consider the 
same line of argument and, in fact, to treat it as fundamental. 

Many concrete instances of reliance by legal counsel upon 
the investment value of railway properties as a defence against 
rate orders or statutes might be cited. One of the most recent 
is the argument of the attorneys for the Northern Pacific Rail- 
road before the Interstate Commerce Commission in the matter 
of rates to Spokane, Washington. A majority of the members 
of the commission is reported to have changed its views and 
to have become convinced of the need of official governmental 
valuation by the urgency with which this side of the case was 
presented by counsel for the road. 1 The long-contested Dan- 
ville, Virginia, case contained much reasoning of the same sort. 
Not only is the argument based upon a reasonable return upon 
the value of the property presented in an informal way before 
administrative commissions, but it is urged by counsel in 
most of the cases in the courts. For example, in one of the 

1 Boston Transcript, May 10, 1907. 
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earlier Supreme Court cases, 1 touching the constitutionality of a 
three-cent-fare statute of Arkansas, counsel for the carriers 
argued that the reduced rates would not yield one-and-one-half- 
percent returns on the "original cost" of the railroads. In 
Covington etc. Turnpike Company v. Sandford, in 1896, 2 it was 
represented by the attorneys of the company that the reduced 
tolls would not permit two-percent dividends on the par value 
of its stock. This of course immediately raised the issue as to 
the value of the investment in its relation to capitalization. 
Another common line of defence, adopted in the Great North- 
ern case before the supreme court of Minnesota in 1896, is the 
attempt to show that a road could not earn its fixed charges 
upon bonds under the new rates. This again at once refers the 
matter back to the underlying question of the relation of bond 
issues to the value of the real property mortgaged. In this 
Minnesota case the questions of original cost and of present 
value formed a large part of the reasoning contained in the 
decision of the court. 3 The Sundberg Minnesota Senate Com- 
mittee of 1907 on Value and Cost of Railroads bases its con- 
clusions almost entirely upon considerations of the same kind. 

Reliance by administrative commissions, both state and fed- 
eral, upon considerations of value of the property is extremely 
common. Obviously, if urged by counsel for the carriers, the 
argument would be given great weight. But even where 
not so presented by the railroads, the commissions have sought 
firm footing for their decisions upon positive data of this kind. 
The need for it in official form, as we shall see, led the state of 
Texas, as far back as 1893, to confer authority by statute upon 
its railroad commission to proceed to make such valuations 
whenever needed. The Virginia corporation commission in 
promulgating very recently an order for two-cent fares per 
mile, proceeds upon the assumption that a six-percent return 
on a maximum capitalization of $50,000 per mile is all that 
need be permitted as a reasonable return to capital. 4 The 
statement is made that the Norfolk and Western is earning six 

1 Dow v. Biedelman, 125 U. S. 680. ' 164 U. S. 578. 

3 Vide 13th Annual Report, Railroad and Warehouse Commission of Minnesota. 

* Railway Age, May 10, 1907. 
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per cent on $98,000 per mile; the Chesapeake and Ohio, a 
similar rate on $82,000 per mile, and so on down to the South- 
ern earning six per cent on $45,000 per mile. But the argu- 
ment, however sound, is based upon no concrete data whatever 
of the sort under discussion in this paper. A far better in- 
stance of the need and value of such information is afforded in 
the recent Wisconsin two-cent fare-order. 1 This elaborate 
opinion, so thorough and judicial in its presentation of all sides of 
the case, is noteworthy as analyzing the elements of cost and 
present value to the last detail. Cost of service is sharply dis- 
tinguished from cost of the property, the latter of course form- 
ing only a small element in the expenses incident to the service. 
The elaborate report is a model : it is in itself the strongest pos- 
sible argument for the application of similar scientific processes 
to the larger problems of control of public-service corporations 
of all kinds. Governor Hughes' recent and salutary veto of 
the New York law establishing two-cent passenger rates through- 
out the state was based, not upon the unreasonableness in itself 
of such a rate, but upon the entire absence of any concrete 
data as to value of the investment in its relation to the present 
or prospective returns. 

An examination of the cases in both federal and state courts 
reveals the ever-pressing nature of this issue as to valuation as 
a basis for the judicial determination of the reasonableness of 
rates — an insistency which in fact finally forced a reluctant judi- 
ciary to take evidence upon the subject either directly or 
through masters appointed for the purpose. Primary respon- 
sibility seems to have been evaded by the federal courts prior 
to the Maximum Freight Rate decision in 1897. But when the 
Supreme Court of the United States finally by this pronounce- 
ment, in denying rate-making powers to the Interstate Com- 
merce Commission, laid the burden definitively upon the judicial 
arm of the government, the courts were compelled to seek 
information concerning cost, valuation or investment as a basis 
for their decisions. The gradual development of the matter is 
instructive. The earlier condition of irresponsibility is shown 

1 Buell v. C. M. & St. P. R. R., decided Feb. 16, 1907, pamphlet, p. 191. 
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in a Supreme Court case, dealing with the validity of a statute 
of Arkansas, fixing a maximum passenger rate of three cents a 
mile. Said Justice Gray, in delivering the opinion : " Without 
any proof of the sum invested by the reorganized corporation 
or its trustees, the court has no means, if it would under any 
circumstances have the power, of determining that the rate of 
three cents a mile, fixed by the legislature, is unreasonable" J Six 
years later, in the leading Texas Railroad Commission case, 
the facts appeared plainly to show inadequacy of the rates to 
yield a fair return upon the investment. General figures suf- 
ficed, and yet the issue as to precise valuation loomed up in 
the background, ready to obtrude itself in a more doubtful 
case. Justice Brewer, in holding the rates unreasonable and 
hence void, said: 

Is there anything which detracts from the force of the general allega- 
tion that these rates are unjust and unreasonable ? This clearly ap- 
pears. The cost of this railroad property was $40,000,000 ; it cannot 
be replaced to-day for less than $25,000,000. There are $15 ,000,000 
of mortgage bonds outstanding against it, and nearly $ 10, 000 ,000 of 
stock. These bonds and stock represent money invested in the con- 
struction of this road. The owners of the stock have never received a 
dollar's worth of dividends in return for their investment. The road 
was thrown into the hands of a receiver for default in payment of the 
interest on the bonds. . . . 

It is unnecessary to decide, and we do not wish to be understood as 
laying down as an absolute rule , that in every case a failure to produce 
some profit to those who have invested their money in the building of 
a road is conclusive that the tariff is unjust and unreasonable. . . . 
There may be circumstances which would justify such a tariff ; there 
may have been extravagance and needless expenditure of money ; there 
may be waste in the management of the road; enormous salaries, un- 
just discrimination as between individual shippers, resulting in general 
loss. The construction may have been at a time when material and 
labor were at the highest price, so that the actual cost far exceeds the 
present value ; the road may have been unwisely built, in localities 
where there is no sufficient business to sustain a road. Doubtless, 
too, there are many other matters affecting the rights of the community 

'Dow v. Beidelman, 125 U. S. 680, at 690. The italics are the writer's. 
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in which the road is built as well as the rights of those who have built 
the road. 1 

It is by no means clear in this case what evidence was pre- 
sented concerning valuation, how far the actual cost exceeded 
the present value, or how legitimate were the expenditures made 
for construction or operation at various times. The same in- 
definitiveness and hit-or-miss economic procedure appears in 
Covington etc. Turnpike Company v. Sandford, taking issue in 
1896 as to the reasonableness of tolls fixed by act of the leg- 
islature of Kentucky. Justice Harlan here rendered the decision 
of the court. He stated, among other things, that the answer 
of the company 

alleged that the receipts for the several preceding years had not admitted 
of dividends greater than four per centum on the par value of the com- 
pany's stock ; that the act of 1890 reduced the tolls 50 per cent below 
those allowed by the act of 1865 ; and that such reduction would so 
diminish the income of the company that it could not maintain its road, 
meet its ordinary expenses and earn any dividends whatever for stock- 
holders. These allegations were sufficiently full as to the facts necessary 
to be pleaded, and fairly raised for judicial determination the question 
— assuming the facts stated to be true — whether the act of 1 890 was in 
derogation of the company's constitutional rights. It made a prima 
facie case of the invalidity of that statute.* 

In various dicta the court manifested a certain hesitancy in 
pronouncing upon the economic issue involved, in fact taking 
no evidence whatever independently. 

It was clear that the time for such evasion of responsibility 
was past. The law could not continue to dodge the economic 
principles involved. In the same year, 1896, in a leading case 
before the supreme court of Minnesota, concerning the reason- 
ableness of rates fixed by the Railroad and Warehouse Com- 
mission for the Great Northern Railway Company, detailed evi- 
dence as to valuation and investment had to be taken. 3 A 
decision could be reached only " by ascertaining what, under 
all the circumstances, is a reasonable income on the cost of 
reproducing the road at the present time." Whether cost of 

1 Reagan v. Farmers Loan and Trust Company, 154 U. S. 362, at 41 1. The italics 
are the writer's. 

* 164 U. S. 578, at 595. Again the italics are the writer's. 

'Reported in full in 13th Annual Report of Minnesota Railroad and Warehouse 
Commission. 
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reproduction is in fact the proper basis is a question that may 
for the moment be left open. The point to be noted is that 
some precise economic data were absolutely essential to a just 
settlement of the controversy. 

In 1898, for the first time, the Supreme Court of the United 
States was compelled to such action, itself taking expert evi- 
dence instead of merely following the admissions or allega- 
tions of parties to the suit. A Nebraska statute had prescribed 
a reduction of rates, against the enforcement of which an in- 
junction was demanded. The decision of the court was based 
directly upon the economic data presented. In the course of the 
opinion, Justice Harlan summed up the case in the following 
oft-quoted passage, which in itself shows how fully the necessity 
for official valuation in all such controversies was appreciated 
by the court: 

We hold, however, that the basis of all calculations as to the reason- 
ableness of rates to be charged by a corporation maintaining a highway 
under legislative sanction must be the fair value of the property being 
used by it for the convenience of the public. And in order to ascertain 
that value, the original cost of construction, the amount expended in 
permanent improvements, the amount and market value of its bonds 
and stock, the present as compared with the original cost of construc- 
tion, the probable earning capacity of the property under particular 
rates prescribed by statute, and the sum required to meet operating 
expenses, are all matters for consideration, and are to be given such 
weight as may be just and right in such case. We do not say that there 
may not be other matters to be regarded in estimating the value of the 
property. What the company is entitled to ask is a fair return upon 
the value of that which it employs for the public convenience. On the 
other hand, what the public is entitled to demand is that no more be 
exacted from it for the use of a public highway than the services ren- 
dered by it are reasonably worth. 1 

Two later cases in the Supreme Court, in 1899 and 1901, re- 
iterate the same principles as to valuation and take detailed 
evidence through masters as to the economic facts. 2 Thus it 

1 Smyth v. Ames, 169 U. S. 466, at 546. Again the italics are the writer's. 
1 San Diego Land Company v. National City, 174 U. S. 739; and Cotting v. 
Godard, 22 S. C. Rep. 30; 183 U. S. 79. 
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appears that the settled judicial practice has come to be that, 
before applying the law in matters of regulation, the precise 
economic data both as to valuation and earnings are essential.* 

Ill 

But why consider valuation of the property at all if the facts 
as to current earnings are known? The latter are at once easier 
to obtain and less open to dispute. Moreover, in point of fact, 
do not current earnings furnish the real basis for present valua- 
tion? Why attempt to go back of income at all in our search 
for an equitable basis for charges? This brings us at once to 
the crux of the matter in point of economic theory. What has 
the valuation of railroad property to do with the regulation of 
railway rates? Such rates, as is well known, are not made 
primarily on the basis of cost of service but flow from a com- 
plex variety of circumstances. The amount which the New 
York, New Haven and Hartford Railroad may charge on a case 
of shoes from Boston to New York bears no direct relation to 
the value of its property. The dependence, if there be such, is 
rather the reverse. The worth of the railroad depends upon 
what it may charge for the service, and that, in turn, runs back 
to the value of the goods in themselves, to the effectiveness 
of water competition, to general trade conditions and a mul- 
titude of other considerations too numerous to mention. In 
fact, the cost is entirely indeterminable for any specific ship- 
ment. But when the issue becomes one, not of particular, but 
of general rates, the matter appears somewhat different. 2 Is a 
general ten-percent increase of charges on all the railroads of 
the country, such as occurred, for example, after 1900, reasonable 
or no ? Are all the rates into the South from Middle Western 
cities like Chicago and Cincinnati too high in proportion to all 
the rates into the same quarter of the United States from Boston, 

' Professor Bruce Wyman of the Harvard Law School has cogently expressed this 
as follows. He says, " the public service law will not be satisfied in the end unless 
with some reasonable degree of certainty each applicant who requires a service is 
charged his proportion of the total cost, including in that cost, over and above all 
current and fixed charges, a fair return upon proper capitalization?' (Writer's 
italics.) Harvard Law Review, XX, 1907, p. 523. 

2 Cf. Taussig's chapter on "The Theory of Railway Rates," reprinted in Ripley, 
Railway Problems, p. 126. 
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New York and Philadelphia as competing centers on the sea- 
board ? Can the carriers afford to reduce the entire schedule, 
supposing it be in their power arbitrarily to do so? Such are 
the problems into which the element of cost of service and the 
item of valuation of property enters. Take the first one, for 
example. The traffic of the country, in view of prevalent pros- 
perity, may be " able to bear " the change ; in other words, 
trade may not be injuriously hampered by the rise of charges. 
But does this consideration alone suffice ? The railway men of 
course allege that it does. For them, " charging what the traffic 
will bear " is the sole criterion of reasonableness. But for the 
shipper and the general public another query presents itself. 
Are not the steady increase in population, the filling up of the 
country, the greater density of traffic, leading to such increased 
net earnings that the railways should share a part of their grow- 
ing profits with the public which confers the privilege of the 
franchise? According to this argument, we are dealing with a 
case of partnership between private investors and the state, 
representing the people. In view of the guarantee of future 
earnings, due to the steady growth of business, ought not the 
public to benefit in some equitable proportion by the profits 
which accrue? Here is material for controversy of first-class 
proportions. The Interstate Commerce Commission is called 
upon to settle it ; and the issue is then immediately transferred 
to the federal courts for final arbitrament. What standards 
are to be applied to the determination of such a question? 

The real value of the investment is almost inevitably injected 
into such a controversy over rates. No one questions the right 
of capital to a generous return; and, so long as the risks in 
opening up a new country were great, the return to the in- 
vestor was justly high in proportion. But the railways of the 
United States as a whole are now no longer speculative but 
rather investment propositions. They would be far more so, 
had the activities of stock-watering been properly restrained. 
Theirs is not a private but a quasi-public business. No sooner is 
a generous return to capital guaranteed by the growth of busi- 
ness than the public presents its demand for a share in future 
prosperity, either by improved service or reduced rates. But 
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where draw the line for a " generous return to capital," until 
the amount of the investment has been at least approximately 
fixed? At just this point the plea is entered for a valuation of 
railway property. It has no reference whatever to the fixing 
of any specific rates for a given item of business. That is a 
question of proportion between all the varied services which 
together contribute to the total gross receipts. This issue as to 
valuation, on the other hand, underlies the entire matter from a 
wider point of view. It fixes a reasonable average elevation, 
above and below which the specific charges may vary accord- 
ing to circumstances. The carriers have been earning, let us 
say, $100,000,000 net annually. Their profits have now risen 
to $120,000,000. Interest on bonds and dividends on stocks 
absorb much of this ; but new issues at par to stockholders, as 
by the Great Northern Railway in Minnesota, are perhaps pro- 
posed in order to raise funds for improvements. Is the property, 
judged by any fair criterion, really worth $1,500,000,000? In 
that case the return to the investors at eight per cent is gen- 
erous but, in view of all the facts, not exorbitant. But if, by 
the most liberal estimate, the value of the roads as going con- 
cerns is only $1,000,000,000, a rate of return of twelve per cent 
is certainly too high. It is time that the public should share in 
the profits. There are grade crossings to be eliminated ; new 
stations and better equipment are needed ; and above all, safety 
for life and limb demand consideration. Real, not dummy, 
block-signal systems should be installed, and heavier steel 
bridges provided. Valuation of railway property may be of 
importance in every one of these cases, as well as for purposes 
of taxation, long before it obtrudes itself into controversies over 
rates. 

The next question is, granted in theory the desirability of 
such a valuation, how shall it be made ? Is it possible in prac- 
tice to do justice to so complicated a problem? Aside from 
merely normal growth in value, how can one hope to compre- 
hend in one set of figures all the experimentation, crudities, 
blunders, wastes and perhaps frauds of a half-century of rail- 
way finance? Original cost certainly is inadequate as a measure. 
Relatively little cash aside from borrowings on bonds was some- 
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times risked in the enterprises at the outset. The land cost 
nothing. The government gave substantial aid. Yet no one 
would deny large rewards to the children's children of those 
pioneers who opened up a wilderness to settlement and civiliza- 
tion. But the present worth of these properties may exceed 
the wildest dreams of the builders and promoters. Do we turn 
to the present cost of reproducing the properties, we are again 
appalled at the logical difficulties. What would these valuable 
rights of way and terminals now be worth, merely as real estate, 
were the lines torn up? How large a part of the earning power 
— which of course in the last analysis really fixes the market 
value — is due to good will, established connections and con- 
tracts? The problem bristles with difficulties too complicated 
for discussion in this place. But so also does that of the tax 
assessor, as well as that of the banker who is called upon in a 
private capacity to undertake the same task. 1 The problems 
are all closely akin in nature. The issue before us, like these 
others, demands some approximate conclusions in spite of the 
difficulties. All that can be done is to credit fully every asset, 
and from all the totals, computed by various means, to choose 
that one which shall most fully recognize the right of private 
property to a fair return. This must be done. It is imperative. 
For otherwise the Supreme Court and the fourteenth amend- 
ment will overset all our results. Herein lies the reason why, 
in my modest opinion, " capital " need have no apprehension 
about the result so far as present values are concerned. Such 
an appraisal, when made, will safeguard the future in the public 
interest, not retaliate upon the past. Would that such a valua- 
tion had been made before the scandalous merger of the New 
York traction companies. The merger could then never have 
been effected, and heavy loss to investors would have been pre- 
vented. 

The railway men allege that physical valuation of railroad 
property is not only needless — a waste of energy — but that it is 
misleading, nay even vicious, in principle. Let me quote from 
one of them, the president of one of our largest systems. " The 

'The U. S. Report on Valuation of Railway Property, at p. 53, contains an outline 
by an expert of similar valuations made by bankers for purposes of reorganization. 
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value of all property," he says, " is determined wholly by the use 
that is made of it. As applying to the transportation problem, 
this would mean that, while the rates charged and the business 
that is done may determine the value of the railroad, the re- 
verse is not equally true." Another railroad authority puts it 
this way : 

The value of a railroad, viewed as a single asset, is its earning power 
capitalized, and nothing else whatever. Reduplicate the main lines of 
the New York, New Haven and Hartford in the Rocky Mountains, and 
you will certainly double their so-called physical value if you measure 
that value by cost of construction. Against the tremendous asset rep- 
resenting the physical cost, place an equal amount of liabilities repre- 
senting securities sold to pay the bill, and you will have a perfect bal- 
ance sheet ; also a company that cannot possibly remain solvent, for 
the earnings in the mountain country will be as much smaller than they 
are in New England, as the construction cost will be greater ! Yet this 
reductio ad absurdum is the valuation plan in a nut-shell. 

Of course the valuers must do more than estimate construction plus 
cost of property once used but now discarded. They mustalso reckon the 
intangible assets that make a cheap railroad in New Jersey worth more 
than a dear one in Colorado. These intangible assets include the fact of 
possessing exclusive privileges , franchises and territorial monopolies. To 
obtain a New York terminal the Pennsylvania Railroad is spending, let us 
say, one hundred times as much as the New York and Harlem Railroad 
spent for the same purpose, because the New York and Harlem Railroad 
was first on the ground , and acquired a territorial monopoly. The posses- 
sion of a favored mountain pass, or the bank of a river, is fought for by 
rival construction companies as if they were armies of occupation, yet 
these advantages do not appear in the balance sheet of the completed 
railroad. How is the valuer to appraise them ? It is clear enough that 
he cannot do so by any process worthy of a title more dignified than 
guesswork. And so we are to measure earthwork, weigh rails, appraise 
real estate, and then add to this list of tolerable exactness a perfectly 
arbitrary sum, of more consequence than all the rest together, repre- 
senting the intangible assets ; a process which may be likened to a 
computation of the circumference of a circle by pacing off the radius 
and carrying out the formula to four places of decimals. 1 

1 Atlantic Monthly, August, 1907, p. 162. See also Bankers' Magazine, July, 
1907, on " Railroad Valuation." 
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Such reasoning, it is submitted, entirely misses the main 
point at issue. No proposition has been made to evaluate com- 
mercially the entire railway wealth of the land either wholly or 
road by road. That, as we have seen, has already been done 
twice for the country at large by the federal government, in 
1900 and 1904. There is no question whatever that this 
commercial value depends in large measure upon the pres- 
ent or future income-producing capacity of each property, 
and, furthermore, that it is the use made of this property and 
neither its original cost nor its present cost of reproduction that 
fixes its present worth. The plan of valuation under considera- 
tion seeks not to find the total value at all, but to discover 
what part of it is represented by real property and what part by 
intangible assets. Merely to make use of the total value as 
dependent upon net income as a basis for regulation would, of 
course, as the railroad men allege, involve reasoning in a vicious 
circle. Once we admit evidence as to total market value — a 
direct expression of earning power — and, Munchausen-like, we 
are trying to lift ourselves by our boot straps. 1 But that is not 
the present proposition in any sense. The aim is to differentiate 
in the total worth between two distinct sources of value : one, 
the actual investment in physical plant, to be credited to stock- 
holders ; the other, the franchise value due to rights of way, 
privileges and monopolies of location and operation, which have 
been conferred by public grant. So long as these franchise 
gifts were of doubtful value, the people were willing to permit 
all profit upon them, if there were such, to accrue to the private 
owners of the shares ; but as soon as that stage of development 
is passed, the public insists upon its right to some part of the 
advantage. In brief, the demand for valuation registers a pro- 
test on behalf of the public against paying interest indiscrim- 
inately to private stockholders upon values which the public 
itself has created and granted to the corporations. It is the 
emergence of such values over and above the capital invest- 
ment-values due to the growth of the country — which renders 

1 Compare, in this connection, Dr. Smalley's pertinent criticism of the Nebraska 
Maximum Freight Rate decision. Publications American Economic Association, 
3rd series, vol. vii, no. 2, May, 1906, p. 73, footnote. 
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such a demand inevitable at about this time. As against the 
railroads, it is due to the same cause as the widespread agita- 
tion for valuation and taxation of public-service franchises in 
the large cities. 

The two sources of income, or rather distinct elements in 
income, above named are, it is alleged, as different from one 
another as interest and profits. That part of the capital of a 
long-established railroad in a well-settled country which is usu- 
ally represented by its bonded indebtedness and by that portion 
of its stock which stands for the actual property, is today as 
certain of an interest return as investments in government bonds. 
The element of risk is practically absent. Neither undue con- 
servatism nor inefficiency in management, nothing in fact short 
of downright fraud, can jeopard this part of the income. Hence, 
we say, it is' akin in its nature to interest. The remaining portion 
of the income is of another sort. It is like good-will in business. 
It is a direct reward either for ability in management or for some 
privilege of location, right of way or monopoly. It may fluctu- 
ate from year to year with changes in crops or business condi- 
tions. It may vanish entirely during a prolonged period of 
depression. The element of risk being great, the average return 
must be high in the same proportion. Under able management 
it may grow to large proportions, and so far as liberal dividends 
due to this particular cause are concerned, the public has certainly 
no right to complain. But over and above this, as the country 
fills up, dividends are bound to increase more and rapidly. It 
is probable that their increase will be much more rapid than the 
mere return on the enlarged investment in physical plant, un- 
hindered as it is, save in degree, even by the fact of incompetent 
direction. This is the portion of the total income which gives 
rise to a franchise value, as distinct from the value of its plant, 
and it is this income which it is the present aim of the project 
under discussion to evaluate. 

The difference between capitalizing all net income, in other 
words, making earnings the sole criterion of value, and resorting 
to a distinction between physical property and franchise value, 
may best be shown by a concrete illustration. Reverting to 
the earlier example on page 583, it will be recalled that, out of 
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a total income for the hypothetical road of $1,200,000, we 
allowed $500,000 to stand for five per cent on the $10,000,000 
of real property, while the balance of income ($700,000), capi- 
talized at seven per cent, would support a valuation of the fran- 
chise at $10,000,000. This would constitute a total of $20,000,- 
000. The railroad man alleges that it makes no difference 
whether dividends be computed at six per cent on $20,000,000, 
or be reckoned, as is done here, at five per cent on the first $10,- 
000,000 and seven per cent on the second like amount. That 
is indeed true, speaking only of the present. But the advocate 
of restriction trained in the Massachusetts policy goes further. 
He would never permit more than five per cent on that first 
$10,000,000, standing for the physical plant. All the balance of 
earnings, if distributed, must be chargeable as dividends, on the 
remaining half. This would make the rate of dividend rise more 
rapidly than if computed equally on the entire capital, as one 
instance will demonstrate. Suppose the earnings rise from 
$1,200,000 to $1,800,000. Were all securities paid alike, this 
would permit nine per cent on the original capital of $20,000,- 
000. But if only five per cent on the first $10,000,000 were 
allowed, there would be a balance of $13,000,000 of income 
left over, which would yield 13 per cent on the second $10,- 
000,000 of securities. Public attention to this, as an enhanced 
franchise value, would be far more likely to be aroused than 
under the nine-percent plan of equal dividends on all alike. 

Of course it will promptly be urged that the two elements of 
income above distinguished are inseparable in fact; in other 
words, that, as before said, property per se has no value, but 
that its worth arises solely from the fact of its use or location. 
This is indeed true of purely private property not enjoying 
particular rights either of location or of monopoly. A mill prop- 
erty incapable of operation has only the worth of junk less the cost 
of removal. But a railroad, entirely apart from the value of its 
physical plant, possesses an element often of high value in its 
right to be and to do and, with the steady growth of population 
and wealth of its territory, to continue to be and to do. This, 
it is urged, is the franchise value, something more even than the 
value as a going concern. It is an imperishable asset given in 
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trust by the people. As distinct from mere capital investment, 
represented by the physical plant, it is opportunity. Reviewing 
our argument with even closer scrutiny, we may distinguish 
three stages or degrees making for profits. There is, first of all, 
the mere useable property more or less adapted to serve an 
economic end. Even when dead it has a value — call it a bric- 
a-brac value if you please — which is deserving of a return to its 
owners. Quickened by proper use, it earns an added income — 
the return to a going concern. And then, last of all, this cap- 
ital, when invested under specially advantageous circumstances, 
peculiarly those of monopoly and favored location, yields still 
more fruitfully a return upon opportunity. This last is the 
source of franchise values, now emerging all over the land and 
giving rise to difficult and perplexing problems both of regu- 
lation and taxation. 

Hitherto, so long as pioneer risks were involved, the people 
have been well content to permit all these various forms of 
return to remain fused into a single bulk payment to the 
owners. But the time approaches — if it is not yet here — when 
such returns are subjected to analysis, to the end that private 
capital shall receive a generous return, ample in all respects to 
secure a further provision for the future as it shall be needed, 
but that beyond that point the " unearned increment " shall 
accrue, in part at least, to the state, either in the form of better 
service, lower rates or increased tax contributions to the public 
treasury. The first step in differentiating these elements of 
income must be to make a bric-a-brac valuation of the physical 
plant and thereafter to insure a normal yearly return upon it. 
Upon the balance of the income the attention of the public may 
then be focussed, in the attempt to secure a reasonable and fair 
division between the private owners and the state. 

Fear has been expressed by critics of the president's policy, 
and especially by railroad men of the old school, that this 
new conception of the obligation of railroads as quasi-public 
corporations to share their growing receipts, in future, with the 
state, as a return for the privileges which they enjoy, will 
jeopard the just returns upon the private capital already in- 
vested, and that present innocent holders of railroad securities 



No. 4] RAILROAD VALUATION 609 

will suffer loss in consequence. The plan here outlined does 
not contemplate that in the least. But it proposes to establish 
means by which the actual return which investors are receiving 
shall become measurable and a matter of public record. With 
the actual worth of the property determined and the volume of 
capitalization fixed in reference thereto, the rate of dividend 
expresses at once the rate of return to the owners. No hard 
and fast line can be laid down as marking a proper return to 
capital. Eight per cent may be no higher in Texas than five 
per cent in Massachusetts; four per cent in 1905 no more 
reasonable than six per cent in 1907. The conditions of the 
money market determine these things. But when once the 
element of risk has been practically eliminated, as in the case 
of returns upon primary securities of sound railroads in well 
settled communities safeguarded by law against overissue of 
stocks or bonds, some general relativity can be discerned. 

The German corporation law * contains a suggestion not in- 
applicable to this problem of fairly dividing growing railroad 
returns between the private owners and the state. The law 
— applicable, be it noted, not alone to quasi-public but to all 
private corporations — so restricts the activities of promoters and 
managers in matters of this sort that their profits are obtained 
in the form of higher quotations for such shares as they may 
receive instead of from an enlarged volume of securities. Mod- 
ifying this proposition to suit our railroad problem, why may 
we not insist, not that the returns of investors should be less, 
but that, whatever they may be, they shall reflect prosperity 
and good management by a higher rate of dividend upon a 
limited issue, rather than by a low rate upon an arbitrarily 
swollen capital? Then would the people, knowing the true rate, 
cease to exaggerate it, as they undoubtedly do at present, when 
such matters are enveloped in an air of mystery. The people of 
the United States are not niggardly in such matters. They 
know full well that unless this rate of return is adequate the 
future supply of capital for improvements and extension will 
not be forthcoming. They do not object to a rate of return 

1 Described in this regard in Ripley, Trusts, Pools and Corporations, pp. 393-413. 
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generous in the extreme — even in Massachusetts, as witness 
the Boston and Albany lease to the New York Central, approved 
by law at a dividend rate of nearly nine per cent. They are 
used to it in other lines of business. 1 But they object to the 
abnormal returns of twenty, fifty or even one hundred per 
cent, as made by insiders and stock-market manipulators of 
the Jay Gould and Harriman type. And the lack of certain 
publicity always invites suspicion that what may in fact have 
been a reasonable return was perhaps abnormal and unjustifi- 
able. For this reason, if for no other, it is my belief that any 
plan which will permit the clear differentiation of franchise 
values from returns upon material investment will be less 
likely in the long run to lead to hostile blundering and restric- 
tive legislation than the present semi-developed system of regu- 
lation in vogue. Not that we need embark at once upon a 
universal appraisal of all the railroads of the United States: 
far from it, indeed ! But we may not unwisely make provision 
by law for such an appraisal, road by road, or for territorial 
divisions of the country, by some competent administrative 
body, whenever circumstances seem to render it advisable. 

William Z. Ripley. 

Harvard University. 

•Compare the recent decision in New York against the eighty-cent gas rate. 
Nation, March 23, 1907. 



